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Prospective
Financial Statements
New Rules for Public CPAs and
Implications for Management
Accountants

By Anne J. Rich

Historical financial statements have
developed from decades of input from
professional associations, public ac
countants, management accountants
and the government. While historic
financial statements remain in a state
of constant change, most users under
stand the basic statement of financial
position, income statement and state
ment of changes in financial position.
In addition, the three levels of service
public accounting firms offer, namely
audit, compilation and review, are also
familiar to most users of historical
financial statements. However, when
we move from historical financial state
ments to prospective financial state
ments, our understanding is clouded
by a lack of uniformity, unclear defini
tions, and until recently, an absence
of authoritative accounting rules for
reporting. Two recent AICPA pro
nouncements, Guide for Prospective
Financial Statements (1986) and State
ment on Standards for Accountants’
Services on Prospective Financial Infor
mation will change the way public
accountants are associated with fore
casts and projections. They will also
impact on the design of forecasting
systems in many business organiza
tions.
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Definitions
Any financial information about the
future is called prospective. Prospec
tive financial information that is pro
perly formatted to present financial
position, results of operations and
changes in financial position is refer
red to as a prospective financial
statement.
The AICPA has differentiated bet
ween forecasts and projections. They
define a forecast as a prospective
financial statement that presents, to
the best of the responsible party’s
knowledge and belief, an entity’s ex
pected financial position, results of
operations, and changes in financial
position. On the other hand, a projec
tion is a prospective financial statement
that reflects one or more hypothetical
assumptions that the responsible
party does not believe will actually
occur. (The responsible party is any
one who is responsible for the as
sumptions used to make the forecast
or projection; the party could be
management but may be someone
outside the entity).

Forecasting Systems
Over a decade ago, the AICPA
established the foundation for their

current position. Early significant liter
ature included Presentation and Dis
closure of Financial Forecasts and
Systems for the Preparation of Finan
cial Forecasts. The latter document
identified ten important characteristics
of the system that generates the fore
cast. Modified somewhat and extend
ed to include all prospective financial
statements, the ten guidelines are im
portant to both management accoun
tants who design the system and the
public accountants who must analyze
the strengths and weaknesses of this
planning and control system. The
guidelines appear in Exhibit 1.

Presentation and Disclosure
Rules for presentation and disclo
sure for forecasts have also existed for
more than a decade. The latest pro
nouncements have extended the
presentation and disclosure require
ments to projections. No prospective
statement may be issued without a
summary of significant assumptions.
The amount of additional information
disclosed as well as the type of pro
spective statement issued depend on
whether the statements are for
general use or limited use. General
users are those with whom the respon
sible party is not negotiating directly,
such as unknown potential stock
holders. Limited users are persons
with whom the responsible party is
negotiating directly, such as a banker.
There will be special rules for internal
use only documents which are provid
ed for management’s information.
Since general users, such as poten
tial stockholders and creditors, rely
heavily on prospective financial state
ments because they do not have ac
cess to management, the AICPA felt
strongly about protecting these users.
They concluded that while a financial
forecast with all the required disclo
sures is adequate for the general user,
a single financial projection may be
misleading. Therefore, for general
users, a single projection is prohibited.
Instead, a set of projections may be
sufficient as long as the hypothetical
assumptions result in a reasonable
range and the reader is alerted that
the range presented in the statements
does not guarantee the financial per
formance. Limited users may be
issued a forecast or a single pro
jection.
A complete prospective financial
statement includes, at a minimum, the

items listed in Exhibit 2. While a con
densed version is acceptable, pro
spective financial statements should
preferably be in the format of historical
financial statements. A presentation
that omits one or more of the first nine
items is considered a partial presen
tation inappropriate for general use. If
items ten, eleven or twelve are miss
ing, the document is considered defi
cient in presentation and the external
reviewer will note this in the accoun
tant’s report.
Earlier literature rejected the idea
that a prospective financial statement
could contain a range of dollars for
each line item in the report. Only
specific monetary amounts were al
lowed. The AICPA relaxed this restric
tion and now permits ranges as well
as point estimates. They caution, how
ever, that when a range is selected,
it should not bias or mislead the
reader, such as, a range in which one
end is significantly less expected than
the other.

EXHIBIT 1
Summary Of Guidelines For
Prospective Financial Statements
1.

Financial forecasts should be prepared in good faith.

2.

Financial forecasts should be prepared with appropriate care by qualified
personnel.

3.

Financial forecasts should be prepared using appropriate accounting principles.

4.

The process used to develop financial forecasts should provide for seeking out
the best information that is reasonably available at the time.

5.

The information used in preparing financial forecasts should be consistent with
the plans of the entity.

6.

Key factors should be identified as a basis for assumptions.

7.

Assumptions used in preparing financial forecasts should be appropriate.

8.

The process used to develop financial forecasts should provide the means to
determine the relative effect of variations in the major underlying assumptions.

9.

The process used to develop financial forecasts should provide adequate
documentation of both the financial forecasts and the process used to develop
them.

10.

The process used to develop financial forecasts should include, where ap
propriate, the regular comparison of the financial forecasts with attained results.

11.

The process used to prepare financial forecasts should include adequate review
and approval by the responsible party at the appropriate levels of authority.

Source: Guide for Prospective Financial Statements, AICPA, 1986, pg. 22-23

Reporting Rules
For a long time, the AICPA was
under pressure from CPAs to
establish standards for accountants
who review, compile or assemble pro
spective financial statements. The first
document that provided procedures
and mandated reports focused solely
on reviewing financial forecasts. While
it was a start, it fell short of the needs
of public and management accoun
tants who needed guidance on pro
viding other services as well as issu
ing projections. In addition, the
significance of the term “review” of a
financial forecast was confusing to
many readers who understood the
level of assurance given to a review
of an historical financial statement. To
correct for these deficiencies, in 1983
the AICPA issued an exposure draft
and in 1986, after much discussion
and some modifications, published the
Guide for Prospective Financial
Statements. The Auditing Standards
Board approved the Guide and estab
lished procedures and reporting stan
dards for the accountant who either (1)
submits to his or her clients or others
prospective financial statements that
he or she has assembled or assisted
in assembling or (2) reports on pro
spective financial statements that
were compiled, examined or in which
agreed-upon procedures were ap
plied, if those statements are, or

EXHIBIT 2
Minimum Presentation Guidelines For
Prospective Financial Statements
1.

Sales or gross revenues

2.

Gross profit or cost of sales

3.

Unusual or infrequently occurring items

4.

Provision for income taxes

5.

Discontinued operations or extraordinary items

6.

Income from continuing operations

7.

Net income

8.

Primary and fully diluted earnings per share

9.
10.

Significant changes in financial position
A description of what management intends the prospective financial statements
to present, a statement that the assumptions are based on information about
circumstances and conditions existing at the time the prospective information
was prepared, and a caveat that the prospective results may not be achieved

11.

Summary of significant assumptions

12.

Summary of significant accounting policies

Source: Guide for Prospective Financial Statements, AICPA, 1986, pg. 35

Two levels of service exist for prospective statements:
compilation and examination.
The Woman CPA, July, 1986/7

EXHIBIT 3
Standard Compilation Report of a Forecast
(Does not contain a range)
We have compiled the accompanying forecasted balance sheet, statements of in
come, retained earnings, and changes in financial position of XYZ Company as
of December 31, 19XX, and for the year ending, in accordance with standards
established by the American Institute of Certified Public Accountants.
A compilation is limited to presenting in the form of a forecast information that is
the representation of management and does not include evaluation of the support
for the assumptions underlying the forecast. We have not examined the forecast
and, accordingly, do not express an opinion or any other form of assurance on
the accompanying statements or assumptions. Furthermore, there will usually be
differences between the forecasted and actual results, because events and cir
cumstances frequently do not occur as expected, and those differences may be
material. We have no responsibility to update this report for events and cir
cumstances occurring after the date of this report.
Source: Statement on Standards for Accountants Services on Prospective
Financial Information, AICPA, October, 1985, pg. 9-10

EXHIBIT 4
Standard Report on an Examination of a Forecast
(Does not contain a range)
We have examined the accompanying forecasted balance sheet, statements of in
come, retained earnings, and changes in financial position of XYZ Company as
of December 31, 19XX, and for the year then ending. Our examination was made
in accordance with standards for an examination of a forecast established by the
American Institute of Certified Public Accountants and, accordingly, included such
procedures as we considered necessary to evaluate both the assumptions used
by management and the preparation and presentation of the forecast.

In our opinion, the accompanying forecast is presented in conformity with guidelines
for presentation of a forecast established by the American Institute of Certified Public
Accountants, and the underlying assumptions provide a reasonable basis for
management’s forecast. However, there will usually be differences between the
forecasted and actual results, because events and circumstances frequently do
not occur as expected, and those differences may be material. We have no respon
sibility to update this report for events and circumstances occurring after the date
of this report.
Source: Statement on Standards for Accountants Services on Prospective Financial
Information, AICPA, October, 1985, pg. 15

reasonably might be, expected to be
used by another party. The Auditing
Standards Board Statement is effec
tive for engagements in which the date
of completion is September 30, 1986
or later.

New Levels of Service
For prospective financial state
ments, two levels of service now ex
ist: compilation and examination. (The
word “examination” has been substi
tuted for the term “review” to elimi
nate confusion between prospective
and historical financial statements).
8/The Woman CPA, July. 1986

A compilation is a professional ser
vice that involves (a) assembling, to
the extent necessary, the prospective
financial statements based on the
responsible party’s assumptions, (b)
performing the required compilation
procedures, and (c) issuing a compila
tion report. While a compilation is not
intended to provide assurance on the
prospective financial statement, it is
clearly more than putting prospective
numbers in the form of a financial
statement. The accountant must be
familiar with the industry, read the
statements and the summaries of

significant assumptions and deter
mine that the presentation and
disclosures are in conformity with AIC
PA guidelines. The report for a
forecast will follow the standard com
pilation report form shown in Exhibit
3. The wording is modified for a pro
jection or for prospective financial
statements that contain a range in
stead of single monetary amounts.
An examination is a professional
service that involves (a) evaluating the
preparation of the prospective finan
cial statements, (b) evaluating the sup
port underlying the assumptions, (c)
evaluating the presentation of the pro
spective financial statements for con
formity with AICPA presentation
guidelines and (d) issuing a report.
The procedures are more extensive
than those of a compilation. The ob
jective of the examination is to gather
sufficient evidence to support the
reasonableness of the assumptions
and the appropriateness and com
pleteness of the disclosures. The stan
dard report for an examination of a
forecast that does not contain a range
is presented in Exhibit 4.
In addition to compilation and exam
inations, an accountant may accept an
engagement to apply agreed-upon
procedures to prospective financial
statements. To perform this service, it
is necessary that the specified users
involved have participated in estab
lishing the nature and scope of the
engagement, taken responsibility for
the adequacy of the procedures per
formed, been assured the report is
restricted to the specified users and
the prospective financial statements
include a summary of significant
assumptions. At the conclusion of this
type of engagement, a report must be
issued.
Suggestions for internal use only
reports are found in the Guide. (The
Auditing Standards Board felt this was
outside their area of responsibility but
cautioned the accountant to follow all
rules of ethical conduct.) The proce
dures should be consistent with the
nature of the engagement, and a writ
ten understanding should be estab
lished with the client regarding the
services to be performed and the
restriction on the distribution of the
prospective financial statement. A
report should be issued identifying the
statements being reported on, describ
ing the character of the work perform
ed and the degree of responsibility the

accountant is taking, and indicating
the restrictions as to the distribution of
the document and report.

Implications for Public
Accountants
The new levels of service and the
new definitions provide challenges to
the profession:
• Become familiar with the Auditing
Standard Board’s Statement on Stan
dards for Accountants’ Services on
Prospective Financial Information (Oc
tober, 1985) and the Guide for Pro
spective Financial Statements (1986).
• Clarify the differences between a
forecast and a projection, as well as
the differences between a compilation
and an examination, with all users:
management, bankers, stockholders,
potential buyers. Just as confusion ex
isted for a short time over compilation
and review of historic financial
statements, expect a learning period.
• Determine who in your firm has the
expertise to perform compilations and
examinations and who will review the
work.
• Establish a data base of common
economic and industry indicators
useful for making predictions.
• Learn how to forecast using
spreadsheets.
• Improve your forecasting techni
ques by integrating statistical analysis
in your forecasts and projections.

Implications for Manage
ment Accountants
The burden of preparing prospec
tive financial statements rests with
management. Management accoun
tants must:

Forecasts and projections
have always been important
to managers, creditors,
stockholders and potential
buyers.

• Be sure the forecast is prepared in
good faith. Good faith in this context
includes making a diligent effort to
develop appropriate assumptions. Op
timism and pessimism should be
avoided.
• Be sure marketing, operations,
finance and other technical personnel
provide input to the forecast.
• Acquire the appropriate analytical
skills to engage in forecasting.
• Develop a model so that variations
in assumptions can be measured.
• Use the same accounting principles
in the forecast and the historic finan
cial statements.
• Develop a data base of useful ex
ternal information.
• Keep track of key internal and ex
ternal assumptions. Some will become
more important over time while others
will become less important.
• Maintain records so that the
forecast can be compared to actual
results.
• Be sure there is adequate review
and approval at appropriate levels of
authority.

The Future
Forecasts and projections have
always been important to managers,
creditors, stockholders, and potential
buyers. Accountants know there is a
need to refine, improve and standar
dize the services relating to prospec
tive financial statements. By following
the AICPA guidelines, readers will be
more informed, understand the ten
tative nature of prospective financial
information, and appreciate the ac
countant’s role in compiling or exam
ining the statements. Undoubtedly,
the rules will be subject to constant
change and interpretation, just as
historical financial statements have
evolved over time; however, the im
proved communications between ac
countant and user will justify the effort
and the profession will be enhanced
by the informed use of prospective
financial information.Ω
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Building
Your TAX
Practice?
“I can show you an easy, proven method
that will get new business and increase
your annual revenue by thousands of
dollars. I GUARANTEE IT!"
Gerald Casey
When you use my system, with stepby-step instructions, I GUARANTEE
your increased yield will be a multiple
of your cost, and it could be as much as
700% greater. A virtually risk free
procedure, you'll get your investment
back within a few short weeks.
I started using THE CASEY METHOD
in 1969 after having developed it by
trial and error. I've improved it each
year thereafter, and have added from
$7,000 to $33,000 to my annual in
come — all from new tax preparation
clients.

Call or write now to arrange a con
sultation. You'll be glad you did!

THE CASEY METHOD
18333 Egret Bay, Suite 270
Houston, TX 77058

(713)333-9520

DIRECTOR OF
INTERNAL AUDITING
SERVICES
St. Francis Regional Medical Center, an 800
bed acute-care regional referral center
located in Wichita, Kansas, is seeking a
Director of Internal Auditing Services. This
highly visible and independent position
reports to the President/CEO with primary
responsibilities to include the directing,
developing and monitoring of an appropriate
operational auditing system. Qualified can
didates must have at least 5 years of Senior
Auditor level experience and be able to satisfy
Kansas CPA requirements. Prefer CIA with
health care and some supervisory ex
perience. St. Francis is offering a commen
surate salary and competitive benefit
package. Send resume in confidence to:
Tom Schreiber
Human Resource Supervisor
ST. FRANCIS REGIONAL
MEDICAL CENTER
EMPLOYMENT CENTER
P.O. Box 1358
Wichita, KS 67201
EQUAL OPPORTUNITY EMPLOYER

ST FRANCIS
REGIONAL
MEDICAL CENTER
WICHITA. KANSAS
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